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DEPARTMENT  OF  HEALTH, 
EDUCATION,  AND  WELFARE 

Public  Health  Service 
42  CFR  Part  110 

Health  Maintenance  Organizations 

agency:  Public  Health  Service.  HEW. 
action:  Final  regulations. 

summary:  These  rules  amend  Ihe  Public 
Health  Service  (PHS)  regulations  by 
implementing  certain  changes  made  by 
the  HMO  Amendments  of  1978  with 
respect  to  grants  and  loan  guarantees 
for  planning  and  initial  development 
costs  (Subpart  D]  and  to  loans  and  loan 
guarantees  for  initial  costs  of  operation 
(Subpart  E).  These  regulations  change 
Subpart  D  by  including  projects  for  the 
"expansion  of  services”  of  an  HMO 
among  the  projects  eligible  for  initial 
development  assistance.  In  addition, 
they  change  the  limits  on  the  amount  of 
assistance  permitted  for  initial 
development  projects.  These  regulations 
also  change  Subpart  E  by  substituting 
the  words  “costs  of  operation”  for  the 
words  “operating  costs,”  thereby 
expanding  the  scope  of  assistance  for 
initial  operations  (1]  to  include  costs  of 
certain  small  capital  expenditures  for 
equipment  and  alterations  and 
renovations  of  facilities  and  (2)  to 
incorporate  into  the  regulations  a  long¬ 
standing  policy  which  speciHes  the 
amount  of  preaward  balance  sheet 
liabilities  which  may  be  paid  for  with 
funds  under  operating  loans  (whether 
made  directly  or  guaranteed  by  the 
Secretary). 

EFFECTIVE  DATE:  These  regulations  are 
effective  on  January  24, 1980.  However, 
comments  are  invited  through  March  24. 
1980. 

FOR  FURTHER  INFORMATION  CONTACT: 

Howard  R.  Veit,  Director,  Office  of 
Health  Maintenance  Organizations, 

Park  Building — 3rd  Floor,  12420 
Parklawn  Drive,  Rockville,  Maryland 
20857,  301-443-4106. 

ADDRESSES:  Interested  persons  are 
invited  to  submit  written  comments  or 
suggestions  on  these  rules  to  the  person 
and  office  listed  above.  The  comments 
will  be  available  for  public  inspection 
and  copying  at  the  above  address 
between  the  hours  of  8:30  a.m.  and  5:00 
p.m.,  Monday  through  Friday,  except  for 
Federal  holidays. 

SUPPLEMENTARY  INFORMATION:  The 

Health  Maintenance  Organization 
Amendments  of  1978  (Pub.  L.  95-559) 

(the  Amendments)  revised  and  extended 
the  provisions  of  Title  XIII  of  the  Public 
Health  Service  Act  (the  Act),  as 
amended,  to  include,  among  other 
changes,  provisions  affecting  grants  and 


loan  guarantees  for  planning  and  initial 
development  of  HMOs  (section  1304  of 
the  Act)  and  loans  and  loan  guarantees 
for  initial  operating  costs  of  HMOs 
(section  1305  of  the  Act).  Final 
regulations  to  implement  sections  1304 
and  1305  of  the  Act  were  adopted  in  the 
Federal  Register  on  October  27, 1978  (43 
FR  50182-3,  Subparts  D  and  E).  On 
February  22, 1979,  certain  amendments 
were  made  to  Subpart  E  to  conform  to 
the  HMO  Amendments  of  1978  (44  FR 
10602-3).  At  that  time,  it  was  indicated 
that  a  number  of  other  changes  would 
be  made  in  the  regulations  as  a  result  of 
the  Amendments.  The  regulations 
promulgated  in  this  document  make 
those  changes  and  ones  similariy 
needed  for  Subpart  D. 

For  the  reasons  described  below,  the 
Secretary  has  determined  that  public 
participation  in  rulemaking  prior  to 
issuance  of  these  regulations  is 
unnecessary,  impractical  and  contrary 
to  public  interest,  and  accordingly,  that 
good  cause  exists  for  making  these 
regulations  effective  on  January  24, 1980. 

With  respect  to  Subpart  D,  the  HMO 
Amendments  of  1978  added  projects  for 
the  “expansion  of  services”  of  an  HMO 
to  section  1304(b)(2)  of  the  Act,  which 
describes  projects  for  which  initial 
development  assistance  may  be 
awarded.  The  revised  Subpart  B 
regulations,  published  in  the  Federal 
Register  on  July  18, 1979  (44  FR  42074-9), 
now  provide  a  deffnition  of  “e^ansion 
of  services”  (§  110.202)  which  can  be 
used  as  a  basis  for  awarding  assistance 
under  Subpart  D.  In  addition,  the 
Amendments  increased  the  amount 
which  may  be  awarded  for  initial 
development  projects.  A  delay  in  the 
effective  date  would  be  detrimental  to 
applicants  for  initial  development 
assistance  who  need  the  increased 
award  amounts  and  to  HMOs  which,  in 
order  to  preserve  or  enhance  their 
fiscally  sound  operation,  urgently  need 
financial  support  to  expand  their 
services. 

With  respect  to  Subpart  E,  the  HMO 
Amendments  of  1978  substituted,  as  a 
basis  for  assistance,  the  words  “costs  of 
operation”  for  the  words  “operating 
costs”  in  section  1305(a).  In  enacting  this 
amendment.  Congress  authorized  the 
Secretary  to  expand  the  scope  of  the 
costs  that  could  be  paid  for  with  loan 
assistance  under  section  1305  of  the  Act. 
(See  H.R.  Rep.  No.  95-1479,  95th  Cong. 
2nd  Sess.,  Aug.  11, 1978,  p.  58.)  A  delay 
in  the  effective  date  of  Subpart  E  would 
be  detrimental  to  HMOs  which,  in  order 
to  preserve  or  enhance  their  fiscally 
sound  operation,  urgently  need  the 
expanded  basis  for  assistance  to  pay  for 
the  additional  costs  which  may  now  be 


supported  with  loan  assistance  under 
section  1305. 

Accordingly,  the  Secretary  has 
determined  that  good  cause  exists  for 
making  these  regulations  effective  upon 
publication.  However,  the  Secretary 
invites  public  comments  on  these 
revisions  and  will  consider  them  if 
received  on  or  before  March  24, 1980,  in 
determining  whether  future  revisions  are 
appropriate.  After  the  comment  period, 
the  Secretary  intends  to  republish 
Subparts  D  and  E  in  their  entirety.  The 
rqpublication  will  take  into  account  the 
comments  received  and  will  further 
simplify  and  clarify  the  regulations  in 
accordance  with  the  Department’s 
Operation  Common  Sense. 

The  Secretary  notes  that  the  “costs  of 
(q)eration”  which  may  now  be  supported 
under  Subpart  E  are  related  only  to  the 
assistance  provided  under  section  1305 
of  the  Act.  This  term  includes  some 
costs  which  are  characterized 
differently  under  the  reimbursement 
principles  of  other  programs 
administered  by  the  Department, 
including  the  Medicare  and  Medicaid 
programs  of  Titles  XVIII  and  XIX  of  the 
Social  Security  Act.  As  noted  above,  the 
broad  definition  of  “costs  of  operation” 
under  Subpart  E  implements  a  specific 
Congressional  intent  to  provide 
assistance  under  section  1305  not  only 
for  “operating  costs”,  as  previously 
defined  in  the  regulations,  but  also  for 
certain  small  capital  expenditures. 

Set  forth  below  is  a  summary  of  the 
amendments  made  in  these  regulations: 

1.  Sections  110.401(a).  110.402,  and 
110.404(f)  are  amended  to  include 
projects  for  the  “expansion  of  services,” 
as  defined  in  §  110.202  of  the  revised 
subpart  B  regulations,  among  the 
projects  eligible  for  initial  development. 

2.  Section  110.405(b)  is  amended  to 
delete  any  reference  to  dollar  limitations 
for  projects  for  initial  development. 
Instead,  reference  is  made  to  sections 
1304(f)(2)  and  (f)(3)  of  the  Act,  which 
state  respectively  the  amount  authorized 
for  any  initial  development  project  for 
an  HMO  and  the  cumulative  total 
authorized  for  initial  development 
projects  for  any  HMO.  This  amendment 
permits  :the  Secretary  to  implement  the 
amendment  to  section  1304(f)(2),  which 
increases  the  amount  of  initial 
development  funds  which  may  be 
awarded  to  an  HMO  for  a  particular 
project  from  a  maximum  of  $1  million  to 
$2  million  effective  October  1, 1979. 

These  amendments  will  also  facilitate 
the  prompt  implementation  of  any  future 
legislative  changes  in  the  amounts 
authorized  for  initial  development 
awards. 

3.  Section  110.405(b)(2)  is  amended  to 
change  the  period  for  which  an  initial 
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development  grant  can  be  made  from  1 
year  to  3  years,  as  provided  by  an 
amendment  to  section  1304(b)(3). 

4.  Section  110.405(b)(4)  is  revised  by 
changing  the  reference  from 

••§  110.104(b)”  to  *■§  110.404(b).”  The 
original  reference  was  a  typographical 
error. 

5.  The  term  “costs  of  operation”  is 
substituted  for  “operating  costs”  and  is 
defined  to  mean  any  cost  incurred 
during  the  HMO’s  first  60  months  of 
operation  or  expansion  which: 

a.  Under  generally  accepted 
accounting  principles  or  under 
accounting  practices  prescribed  or 
permitted  by  State  regulatory  authority 
is  not  a  capital  cost: 

b.  Is  required  by  State  regulatory 
authority  to  meet  reserve  or  tangible  net 
equity  requirements; 

c.  Is  for  a  payment  made  to  reduce 
balance  sheet  liabilities  existing  at  the 
beginning  of  the  60  month  period,  but 
only  if  (i)  the  payment  has  been 
approved  in  writing  by  the  Secretary 
and  (ii)  the  total  of  these  payments  does 
not  exceed  20  percent  of  the  amount  of 
the  loan;  or 

d.  Is  for  small  capital  expenditures  (as 
defined  in  paragraph  6  below),  but  only 
if  (i)  this  cost  has  been  approved  in 
writing  by  the  Secretary,  and  (ii)  the 
total  of  these  costs  does  not  exceed 
$200,000  in  any  12  month  period  and 
$400,000  during  the  first  60  months  of 
operation  or  expansion. 

This  deHnition  covers  those  terms 
previously  covered  by  the  more  limited 
operating  costs  definition  (items  a,  b, 
and  c),  incorporates  into  the  regulations 
the  long-standing  policy  of  the 
Department’s  Office  of  Health 
Maintenance  Organizations  as  to  the 
amount  of  balance  sheet  liabilities 
which  may  be  covered  by  operating 
assistance  (the  limitations  stated  for 
item  c),  and  adds  language  providing  for 
payments  from  operating  loan  or  loan 
guarantee  funds  for  small  capital 
expenditures  (item  d).  The  Secretary 
decided  to  impose  the  aggregate  dollar 
limits  on  small  capital  expenditures  in 
order  to  allow  enough  flexibility  to 
cover  the  needs  of  HMOs,  while  insuring 
that  sufficient  funds  would  continue  to 
be  available  to  cover  HMO  operating 
deficits. 

6.  “Small  capital  expenditures”  is 
defined  in  §  110.502(d)  as  expenditures 
for: 

a.  Equipment  (as  defined  in  45  CFR 
Part  74.132,  the  Department’s  general 
regulation  on  grants  administration); 
and 

b.  Alterations  and  renovations 
required  to  change  the  interior 
arrangements  or  other  physical 
characteristics  of  an  existing  facility  or 


installed  equipment,  so  that  it  may  be 
more  effectively  used  for  its  currently 
designated  purpose,  .or  adapted  to  a 
changed  use. 

The  Secretary  has  adopted  definitions 
of  equipment  and  alterations  and 
renovations  which  are  the  same  as  those 
used  in  HEW  grant  programs  in  order  to 
have  uniform  requirements  for  the 
various  types  of  financial  assistance 
available  to  HMOs.  'The  limitation  to 
“small”  capital  expenditures  is 
consistent  with  the  Congressional  intent 
that  major  capital  costs  should  be 
covered  by  the  new  Section  1305A 
authority  for  loans  and  loan  guarantees 
for  acquisition  and  construction  of 
ambulatory  facilities,  rather  than  by 
funds  for  initial  costs  of  operation.  (See 
H.R.  Rep.  No.  95-1479,  95th  Cong.  2nd. 
Sess.,  Aug.  iT,  1978,  p.  58.) 

The  Assistant  Secretary  for  Health  for 
the  Department  of  Health,  Education, 
and  Welfare,  with  the  approval  of  the 
Secretary  of  Health,  Education,  and 
Welfare,  hereby  amends  42  CFR  Part 
110,  Subparts  D  and  E,  as  set  forth 
below. 

(Sec.  215,  58  Stat.  690  (42  U.S.C.  216);  secs. 
1301-1318,  as  amended,  92  Stat.  2131-2141  (42 
U.S.C.  300e-300e-17)). 

Dated:  September  28, 1979. 

Julius  B.  Richmond, 

Assistant  Secretary  for  Health. 

Approved:  January  17, 1980. 

Patricia  Roberts  Harris, 

Secretary. 

1.  Section  110.401  is  revised  to  read  as 
follows: 

§110.401  Applicability. 

(a)  ’The  regulations  of  this  subpart,  in 
addition  to  the  regulations  of  Subpart  B 
of  this  part,  apply  to: 

(1)  Grants  awarded  under  section  1304 
of  the  Act  for  projects  for  the  planning 
and  for  the  initial  development  of 
HMOs. 

(2)  Guarantees  made  under  section 
1304  of  the  Act  to  non-Federal  lenders  of 
payment  of  the  principal  of  and  the 
interest  on  loans  made  for  projects  for 
the  planning  and  initial  development  of 
HMOs. 

(b) (1)  Planning  projects  include 
projects  for  (i)  the  establishment  of  an 
HMO,  and  (ii)  the  significant  expansion 
(as  deHned  in  §  110.202)  of  the 
membership  or  of  the  area  served  by  an 
HMO. 

(2)  Initial  development  projects 
include  projects  for  (i)  the  establishment 
of  an  HMO,  (ii)  the  significant 
expansion  (as  defined  in  §  110.202)  of 
the  membership  or  of  the  area  served  by 
an  HMO,  and  (iii)  the  expansion  of  the 
services  (as  defined  in  §  110.202)  of  an 
HMO. 


2.  Section  110.402  is  revised  to  read  as 
follows: 

§110.402  Eligible  applicants. 

Any  public  entity  or  nonproHt  private 
entity  which  is,  or  which  proposes  to 
become,  an  HMO  is  eligible  to  apply  for 
a  grant  or  a  loan  guarantee  under  this 
subpart.  A  for-proHt  private  entity 
which  is,  or  which  proposes  to  become, 
an  HMO  is  only  eligible  to  apply  for  a 
loan  guarantee  under  this  subpart. 

(a)  In  the  case  of  a  for-profit  private 
entity,  the  applicant  must  demonstrate 
that  at  least  10  percent  of  the  projected 
membership  of  the  HMO  to  be 
established  or  expanded  will  be  from 
medically  underserved  populations. 

(b)  Only  HMOs  qualified  under 
Subpart  F  of  this  part  are  eligible  to 
apply  for  projects  for  the  signiBcant 
expansion  of  their  membership  or  of 
their  service  areas  or  for  the  expansion 
of  their  services. 

§  1 10.404  {Amended] 

3.  Section  110.404(f)  is  revised  by 
deleting  the  word  “significant”  in  the 
first  sentence  and  by  amending 
subparagraph  (4)  to  read  as  follows; 
***** 

(0*  *  * 

(4)  The  plans  for  the  proposed 
expansion  which  demonstrate  that  the 
definition  of  “expansion  of  services”  or  . 
of  “significant  expansion”  of 
membership  or  service  area  in  §  110.202 
will  be  met. 

§110.405  [Amended] 

4.  Section  110.405(b)  is  revised  by 
amending  subparagraphs  (1)  and  (2)  to 
read  as  follows; 

***** 

(b)  *  *  • 

(1)  The  aggregate  amount  of  loan 
guarantees  and  grants  for  any  initial 
development  project  may  not  exceed  the 
amount  speciBed  by  section  1304(f)(2)  of 
the  Act.  The  cumulative  total  of  grants 
made  to  and  the  principal  of  loans 
guaranteed  for  an  HMO  for  initial 
development  projects  may  not  exceed 
the  amount  specified  by  section 
1304(f)(3)  of  the  Act. 

(2)  A  grant  may  only  be  made  for 
initial  development  costs  incurred  in  a 
period  not  to  exceed  three  years. 
***** 

§  110.405  [Amended] 

5.  Section  110.405(b)(4)  is  revised  by 
changing  the  reference  to  “§  110.104(b)” 
to  read  “§  110.404(b)”. 

§  110.502  [Amended] 

6.  Section  110.502(a)  is  revised  to  read 
as  follows: 


Federal  Register  /  Vol.  45,  No.  17  /  Thursday.  January  24.  1980  /  Rules  and  Regulations 


(a)  “Costs  of  operation”  means  any 
cost  incurred  in  the  first  60  months  of 

operation  or  expansion  which:  • 

(1)  Under  generally  accepted 
accounting  principles  or  under 
accounting  practices  prescribed  or 
permitted  by  State  regulatory  authority 
is  not  a  capital  cost; 

(2)  Is  required  by  State  regulatory 
authority  to  meet  reserved  or  tangible 
net  equity  requirements; 

(3)  Is  for  a  payment  made  to  reduce 
balance  sheet  liabilities  existing  at  the 
beginning  of  the  60  month  period,  but 
only  if  (i)  the  payment  has  been 
approved  in  writing  by  the  Secretary, 
and  (ii)  the  total  of  these  payments  does 
not  exceed  20  percent  of  the  amount  of 
the  loan;  or 

(4)  Is  for  a  small  capital  expenditure, 

but  only  if  (i)  the  cost  has  been  ■* 

approved  in  writing  by  the  Secretary, 
and  (ii)  the  total  of  these  costs  does  not 

exceed  $200,000  in  any  12  month  period  .  •  ,  t 

and  $400,000  during  the  first  60  months 
of  operation  or  expansion. 

4r  «  *  *  * 

§110.502  (Amended] 

7.  Section  110.502(d)  is  added,  as  ,  ’ 

follows: 

***** 

(d)  “Small  capital  expenditures” 
means  expenditures  for  (1)  equipment 
(as  defined  in  45  CFR  74.132):  and  (2) 
alterations  and  renovations  required  to 
change  the  interior  arrangements  or 
other  physical  characteristics  of  an 
existing  facility  or  installed  equipment, 
so  that  it  may  be  more  effectively  used 
for  its  currently  designated  purpose,  or 
adapted  to  a  changed  use. 

§110.503  (Amended] 

8.  Section  110.503(b)  is  revised  by 
replacing  the  words  “operating  costs”, 
each  time  they  appear,  with  the  words 

“costs  of  operation”.  .  • 

§110.505  (Amended] 

9.  Section  110.505  is  revised  by 
replacing  the  words  “operating  costs"  in 
the  first  sentence  with  the  words  “costs 
of  operation”. 

Subpart  E  [Title  Amended] 

to.  The  title  of  Subpart  E  is  amended 
by  replacing  the  words  “operating 
costs”  with  the  words  “costs  of 
operation”. 
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